Many studies have been done on the market, managerial and technological factors that impact IT outsourcing decisions. However, few of these studies have looked at institutional and cultural factors influencing various approaches to outsourcing. Developments in Japanese IT software outsourcing make it an excellent sector for studying the impact of such institutional and cultural factors. This qualitative study looks at the contrasting motivations behind IT outsourcing to India and China in order to gain insights into what the Japanese firms consider the key success factors for IT software offshore outsourcing. Preliminary indications are that old business relations, trust, language requirements, cultural similarity and the ability to capture certain idiosyncratic business practices and routines are essential factors driving Japanese IT outsourcing decisions.
Evaluating the Strategic Implications of Japanese IT Offshore Outsourcing in China and India.
I. Introduction
The outsourcing phenomenon represents one of the most fundamental developments in global business strategies. As globalization accelerates and competition intensifies, outsourcing has become a strategic solution for many corporations and governments around the world. Consequently, there has been a lot of research done on the impact of and approaches to outsourcing. However, the majority of this research has focused on market, managerial and technological motivations for outsourcing strategies. Generally, these studies examine the determinants for the pace, duration, location, and impact of outsourcing activities. (Hall 2000; Gottschalk and Solli-Saether 2005; Gottschalk and Solli-Saether 2006) Few of these studies have been carried out on the institutional factors impacting the various approaches to outsourcing. These institutional factors include the importance of regulations, corporate culture, and embedded business relationships. Developments in Japanese IT outsourcing make it an excellent sector for studying the impact of institutional factors on outsourcing approaches.
Embedded relationships, regulations and corporate culture have all played a significant role in Japanese IT outsourcing (Farrell 2005; McCoy 2006; Montes and Kleiner 2007) .
However, in order to understand the implications of Japanese outsourcing behavior, it is important to clarify the relationship between outsourcing in general and offshoring practices. McFarlan and Delacey point out that outsourcing refers to the contracting of independent third parties to execute well-defined business processes or services. This can take place in the local environment or elsewhere. On the other hand, offshoring refers to the moving of business processes to other countries -either by establishing an offshore subsidiary or contracting with an established firm to handle the outsourced process (King 2005; Koong, Liu et al. 2007 ) (McFarlan and Delacey, 2004) . This paper will focus on offshore outsourcing of software development by Japanese firms.
Since the 1990's, many Japanese companies have chosen to outsource all or large parts of their information technology system development and/or management in order to reduce costs and improve the quality of their systems. This paper examines the combined processes of "offshore outsourcing" in which companies contract third parties in other counties to execute certain business processes. The main purpose of this paper is to clarify which market and institutional factors dominate Japanese IT-software offshore outsourcing decisions by doing a comparative analysis of China and India as offshore outsourcing locations. This qualitative exploration should also provide some insights into the future direction of Japanese IT software outsourcing.
II. Market Characteristics of Japanese IT-Software Industry
Japan has the second largest IT market in the world after the US. The total size of Japan's Five giants (Fujitsu, IBM, NEC, Hitachi, and NTT Data) drive the industry. Their combined market share (consolidated number among group companies) reaches more than 50% of the IT service and software market. Around 5,600 other companies make up the rest of the 50% (Yamanoi, 2004) .
After the IT boom in 1995-2001, the growth of the Japanese IT industry slowed dramatically. Total revenues increased by only 0.2% from 2004 to 2005 due to a number of factors. First, the sluggish Japanese economy caused Japanese companies to be hesitant to invest in IT. Moreover, since
Japanese firms have to spend 85% of their IT-related budget for the operation and maintenance of current systems, they have only 15% of resources to dedicate to new technology (Atmark IT, 2005) .
The slower growth resulted in fierce competition and a downward pressure on price. Vendors often lowered the price at the expense of profitability in order to get long-term contracts. Many of the companies were hoping to recoup their losses from after-sale service contracts such as the support and upgrading of their IT systems.
Software development is a critically important part of the Japanese IT sector. The software developers can be categorized into three groups -Maker, User, and Independent System Integrator As we can see in figure 1 , custom software development accounts for as much as 47% of Japanese IT software industry's total revenue. Since half of the software products category is made up of game software and basic software for computers, business software products accounts for only 5% of total revenue (METI, Japan, 2004) . 
III. Institutional Characteristics of the Japanese IT-Software Sector
Institutional factors refer to a wide rang of activities. Industry regulations, embedded relationships and old-style operating practices are all characteristic of the Japanese IT-software sector. In general, Japanese firms prefer custom software over off-the-shelf packages. One of the main reasons is a tendency to stick to the traditional ways of doing business. They are concerned that they might lose specific competencies by standardizing their special business processes. This desire to maintain unique business practices and routines impedes the effort to adapt package software that would streamline business processes and IT systems. In addition, package software often forces organizations to change the style of business transactions between their customers and business partners. As a result, companies choose to develop custom software which basically reproduces the needs of current operations (ITPro, 2007) .
The nature of business contracts, the use of Japanese language and long-term close relationship between customers and vendors are all factors that impact Japanese IT offshore-outsourcing practices.
Since project specifications and contracts are not well defined or documented in the early stages, vendors have to modify the application over and over again during the development process. Vendors are required to read between the lines of poorly-defined specifications and sense the real requirements of clients. This kind of over-dependency on vendors is attributable to the long-term "keiretsu" relationships in the Japanese business environment. Since the vendors generally belong to the same business group, they are expected to completely understand the client's practices and offer the optimum IT systems. Quite often, these unique relationships have prevented them from adopting more efficient and standardized project management styles and methods. (Tomiura 2005; Waldenberger 2007) In Japan, there are serious concerns about the labor shortage in many industries due to the falling birthrate and the aging population. For many firms, it has become more difficult to secure new graduates who can support their companies far in the future. To make things worse, IT-related jobs are becoming less popular among new graduates mainly because of the long working-hours. Some call it "3K job" -Kitsui (hard), Kaerenai (cannot go home), and Kyuryo ga yasui (cheap salary) (Tech Soken, 2007) . When companies cannot hire enough capable workers, the current staff has to work even longer hours, which could eventually result in higher employee turnover.
Another area of concern is that many IT companies will eventually lose a lot of managers with large project experience. Most younger engineers do not have knowledge of old technologies, while a lot of companies still use "legacy" systems such as mainframe computers. After the baby boomers retire, IT companies might not be able to secure enough engineers to support their clients' old systems. The older specialists know how the many different technologies have been put together to make the system work and they are aware of the kind of relationships that have been established with their clients. Most of this embedded knowledge and relationships have not been fully shared with younger.
All these factors could eventually lead to a scarcity of young capable workers at the same time that there is mass retirement of experienced managers.
IV. Japanese Approach to IT-Software Outsourcing
More and more Japanese companies are interested in offshore-outsourcing of software development.
About one forth of Japanese IT companies have outsourced part of their operations overseas, and more are interested in doing so. Figure 2 shows that instead of directly dealing with offshore companies, firms are increasingly relying on third party Japanese companies to do outsourcing business. Many companies become more aware of the difficulties of offshore outsourcing after seeing the failure of other companies in this area. Therefore, more managers think it is safer and easier to ask a more experienced third-party to manage offshore development instead of doing it on their own (figure 2). We can see in figure 3 that another Interesting tendency here is that IT companies owned by manufacturers outsource more than the other groups (Independent, User, and Foreign-Capital). The main reason could be the long history and experience of offshore outsourcing of their core businessmanufacturing. A lot of Japanese manufactures have built factories and subsidiary companies in China and other countries. Some of the know-how of operations in foreign countries could be transferable to offshore outsourcing of IT system development. They can also leverage the local connection and relationships with government officers to access partners. 
V. Outsourcing to China: Strengths & Opportunities
Based on the data from CSIA (China Software Industry Association), the revenue of Chinese software industry reached 390 billion Yuan ($50.7 billion) in 2005. It increased by 40.3% from the previous year. The software export was 7.6% of the total revenue, reaching 30 billion Yuan ($3.9 billion). The industry employed 900,000 people (JISA, 2006) . What makes China the most attractive outsourcing destination for Japanese companies is the large number of Japanese speakers/learners.
The language is one of the major concerns Japanese companies because the majority of Japanese employees in the IT industry who are reluctant to do business with foreign partners in English or languages other than Japanese. In 2003, there were about 206,000 formal Japanese learners. That number is 20 times higher than in India. The number of applicants for the Japanese language proficiency test in China was recently more than 165,000 (30% of total applicants). In addition, about 74,300 Chinese students are learning in Japan as foreign students (about 63% of the foreign students in Japan) (JASSO, 2006).
Xinhua reported that Dalian has 20,000 people working in the software outsourcing sector and 70 percent of them speak Japanese. In addition, about 40,000 students in Dalian are learning software technologies in five professional institutions and 22 colleges. Half of the students have received Japanese language training and will work for outsourcing business upon graduation" (Xinhua, 2007) .
After graduation, Chinese foreign students will also play an important role in outsourcing activities with Japan since they know both the language and the culture. Japan and China share a long history of cultural interaction. Until the Japanese government decided to close the country in 1600AD, the Japanese learned and adopted a variety of cultural elements, technologies, and political systems from one of the world's earliest civilizations. Therefore, many aspects of Japanese culture such as language components, philology, and art were influenced by Chinese culture. In addition to cultural similarity, having track record of business with Japanese companies is one of the most important criteria when Japanese companies choose offshore vendors.
Chinese companies have these advantages because they already have done more IT outsourcing projects with the Japanese. Finally, since Chinese companies in manufacturing sector have experienced outsourcing business with Japanese companies for several decades, they are more familiar with the Japanese management style.
China is geographically close to Japan. It takes only 3-6 hours to fly to major cities in China from Japan. Traveling between Japan and China are becoming easier and more convenient, now that many airlines compete to increase the direct flights among major cities in Japan and China. For example, there are as many as 18 direct flights from Tokyo to Shanghai each day, and the flight only takes about 3 hours. Just an hour time difference also makes the business with Chinese partners easy.
Strong domestic demand is a positive factor for Japanese companies considering outsourcing business in China in two ways. First, they can expect that the Chinese government will support the development of the Chinese IT industry. Second, for companies which see China not only as an outsourcing destination, but also as an emerging market, the strong domestic demand is appealing.
If a Japanese outsourcer and its partner in China can offer innovative technologies or services at affordable prices, the Chinese government and domestic businesses could become customers. One such example was reported by the Wall Street Journal reported that "As part of efforts to reduce traffic congestion during the 2008 Olympic Games, the city of Beijing is forming an unusual technology partnership with Nissan Motor Co. to install a citywide navigation system (Chozick, 2007) ." (Verma, 2005) 
VI. Outsourcing to India: Strengths & Opportunities
The In 2007, the AT Kearney study listed the top 50 global outsourcing destinations based on cost, people skills and availability, and business environment. India again was at the top, with a diminishing but still large lead over China in second place. The report says India's dominance is due to an "unbeatable mix" of low costs, deep technical and language skills, mature vendors and supportive government policies. It adds that wage inflation has been matched by corresponding increases in the supply and quality of skills (Business Week, 2007) . Even with the wage of Indian engineers is rising, outsourcing to India remains a cost-effective choice because of the advancement in technology, process control, and the quality of products and services that companies offer. Although the Indian IT industry has the largest share in the IT outsourcing market, it gained only 2% of its revenue from Japan. Considering the fact that Japan has the second largest IT market (JISA, 2007) , Indian companies have not been able to explore the huge opportunity.
In India, as much as 85 companies reached the highest level (Level 5: Optimizing) of Capability Maturity Model Integration (CMMI) (JISA, 2007) . The fact that more than 80% of Level 5 certified companies are India-based proves that Indian companies possess the world-best skills of project management and quality control. Therefore, objectively, India should be the most attractive offshore location for quality-sensitive clients.
In India, more than 25 companies employ over 5,000 workers, while only 5 companies employ more than 2,000 workers in China (75% of software companies in China employ less than 50 people.) (Okawa, 2005) . More companies are ready for large projects with experienced project managers and programmers in India. Larger companies are also more capable of attracting, developing and retaining workers because they tend to attract more interesting and longer-term projects, provide better training opportunities, and offer more generous incentives (Filippo and Ip, 2005 ).
India's pool of young university graduates is estimated at 14 million -the largest of all 28 countries MGI has studied (McKinsey, 2007) . Based on the data of US census and NASSCOM, the number of new graduates who acquired engineering degree in 2003 was 292,000 in India, 195,000 in China, 103,000 in Japan, 82,000 in Russia, 61,000 in the US, and 45,000 in South Korea (JISA, 2005) . The large number of English speakers is also one of the major reasons why the US and European companies choose India as offshore destination. Another advantage of Indian companies is that they can divide up a project, assign each part to the appropriate engineers, assure the quality, reassemble the parts, and export the finished product. Executives of Indian companies believe that this highly sophisticated development method enables them to win competitions with local companies outside India .
The major Indian multinationals have branches overseas including in Japan and in China. They believe in their ability to coordinate global & local staff in each location. By using the services provided by those Indian multinationals, Japanese companies could benefit from their top-level quality and technology while being supported by Japanese staff. This could happen without needing to actually going to India and setting up operations by their own.
VII. Comparative Evaluation of China and India

Areas of Competence
China appears to be the best destination for Japanese companies that wants to outsource small have excellent reputation for are in high repute in the area of large system development, middleware package software production, customizing, and system consulting.
Culture and Values
The Chinese Society is relatively homogeneous. Even though there are numerous dialects, 95% of the population is the Han Chinese, and most of them use one written language (Mandarin). There are many similarities between the Chinese and Japanese language and that makes it easier for them to understand some of the programming difficulties. On the other hand, the ethnic and linguistic diversity of India's civilization with more than 15 recognized languages and an estimated 1,600 spoken dialects is astounding. There are vast numbers of different regional, social and economic groups, each with different cultural practices (Bhasin, B. 2007 ).
Labor Costs
The monthly wage paid to local engineers by Japanese companies in Shanghai, China was $121-$266 in 2004, while it was $250-$408 in New Delhi, India (Iwami, 2005) . Even though the wage in China is rising, it is still cheaper than in India. As more and more companies see the opportunities to outsource business to India, they have to compete for limited talents. In India, if an IT related employees feel that they are underpaid, they are often able to find another employer which offers higher salaries and fringe benefits without much difficulty. According to the research conducted by IDC India in September 2007, salaries of India's software professionals rose at an average of 18.7%
and reached $15,300 . Rising wages have become serious concern in India. For example, Apple "walked away" from India in 2006. It is said the reason was that India wasn't as inexpensive as it used to be. The high turnover ratio and the competition for good people were other concerns (Kripalani and Burrows, 2006) .
Despite these issues, India has a general advantage over China in terms of offshore software development experience and achievement with U.S. clients. This could be a merit for Japanese companies which operate globally, because by forming a business partnership with Indian company, they can compete more effectively in the global market. A consultant from TATA Consultancy Services (TCS) says that more and more Japanese IT subsidiaries of financial and manufacturing sectors are visiting the head quarters of TCS, exploring the opportunities of offshore relationships. 
VIII. Concluding Remarks
India will keep the top position as the most favorable global outsourcing destination. A McKinsey study of China's software sector anticipates that many years will pass before China poses a major threat to India (Filippo and Ip, 2005) . Although Indian companies now focus on business with U.S.
and Europe, as they see more opportunities in the Japanese outsourcing market, the competition between China and India will become fiercer. However, it is unlikely that Japanese companies will quickly shift their offshore destination from China to India. It takes some time for Indian companies to train their employees, while most of the small Japanese companies do not have English speaking employees.
It is clear that Indian companies will have more business opportunities with large Japanese corporations that seek large-scale development resources, higher quality of products and services, system design and consultation services. A new are of development is the growing activities between India and China. IT companies in China and India see new opportunities of doing business in each other's country. Since Chinese companies are trying to learn advanced technology and process controls from India, training courses offered in India are becoming popular. Large Indian companies such as Tata Consultancy Services are building software development teams in China. One reason is to use China as a base to win business from Japan and South Korea. Secondly, the Indians also hope to explore low-cost areas in different parts of the country, such as the western cities of Xian and Chengdu (Einhorn and Lakshman, 2006) .
The unique cozy relationships among Japanese companies have sometimes hindered them from establishing rational processes and criteria for software development and project management.
However, the old approach will not work well for long in offshore outsourcing. To assure good outcomes and prevent various difficulties, it is important to agree on and stipulate items such as the scope of the project, schedule, role and responsibility of vendor, ownership of products, confidentiality, minimum service level, payment, and penalty for violation. It is clear that now that Japanese companies have to rely more on offshore outsourcing, they will eventually need to break away from the current practices.
China has provided a good location that represents a gradual transition away for long trusted domestic relationships and business practices to one where language and cultural similarities makes it easier to relinquish control over certain aspects of their software development processes. This is especially important for small and medium-sized Japanese firms that lack global staff and capabilities.
However, the larger Japanese firms appear to be focusing on a more rational allocation of the business process. Their outsourcing experiences and knowledge should eventually influence the smaller companies as successful outsourcing models emerge.
In the future, Japanese companies will try to diversify their offshore destinations to avoid risks. Those risks include fluctuation of currency, rising wages, shortage of engineers, natural disasters, and political instability. In terms of international borders, relationships between customers and vendors will become more multilateral and dynamic.
